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WHEN FUNGIBLE PORTFOLIO ASSETS MEET: A
PROBLEM OF TAX RECOGNITION
Alan L. Feld*

A pervasive principle in calculating income for Federal tax purposes defers
consideration of gain or loss in an investment asset until a recognition event
occurs. An investor can watch the value of an investment in common stock rise
over a considerable period of time without incurring any tax liability. Similarly,
if the value declines, the investor does not take the loss into account. When the
investor terminates the investment, the tax computation takes the net accumulated
gain or loss into account at that time.
Discussion and controversy concerning this deferral principle, referred to as
the realization or recognition requirement,' have a long history. Eisner v. Macomber,' the Supreme Court decision that established the realization principle
as a constitutional requirement, generated heated controversy. 3 Many have rejected the constitutional grounding for the requirement but justify its incorporation into the tax law by statute or judicial gloss on policy grounds.' Some
critics, responsive to a more expansive definition of income, prefer an accrual
tax system which takes current account of changes in value of investments. 5
They rationalize departures from this standard as concessions to two practical
concerns, lack of liquidity and difficulty in valuation. Consumption tax advocates, on the other hand, favor far broader deferral for savings and investments. 6

*Professor of Law, Boston University School of Law. My thanks to Boris Bittker, Tamar Frankeland
and Michael Melton and to William Andrews, Stanley Koppelman, Alvin C. Warren and the other
members of the 1989 seminar on Current Research in Taxation for helpful critical comments.
'The term "realization" applied to the deferral requirement as constitutionally mandated. See
Eisner v. Macomber, 252 U.S. 189 (1920). The Internal Revenue Code instead uses the term
"recognition" to refer to statutory requirements.
2252 U.S. 189.
3
Compare Powell, Stock Dividends, Direct Taxes, and the Sixteenth Amendment, 20 COLUM. L.
REV. 536 (1920) with Seligman, Implications and Effects of the Stock Dividend Decision, 21 COLUM.
L. REv. 313 (1921); Warren, Taxabilitv of Stock Dividends as Income, 33 HARV. L. REV. 885
(1920).
'See Surrey, The Supreme Court and the Federal Income Tax, 35 ILL. L. REV. 779, 781-94 (1941).
For judicial erosion of the constitutional grounding see Estate of Whitlock v. Commissioner, 59
T.C. 990, 505-510 (1972), rev'd and affd, 494 F.2d 1297 (10th Cir. 1974) (upholding I.R.C. §
951 as constitutional). Macomber also defined for a generation the nature of the income tax base.
Commissioner v. Glenshaw Glass Co., 348 U.S. 426 (1955), closed that era by rejecting a definitional
approach to income questions.
5
See, e.g., Popkin, The Deep Structure of Capital Gains, 33 CASE W. RES. 153 (1983); Shakow,
Taxation Without Realization: A Proposal for Accrual Taxation, 134 U. PA. L. REV. 1111 (1986);
Slawson, Taxing as Ordinary Income the Appreciation of Publicly Held Stock, 76 YALE L.J. 623
(1967).
6
See, e.g., Andrews, A Consumption-Type or Cash Flow Personal Income Tax, 87 HARV. L. REV.
1113 (1974).
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Intermediate solutions propose enlargement of deferral for reinvestment of proceeds on certain dispositions in qualified assets, a general rollover scheme. 7
While the controversy over the theoretically appropriate role of the recognition
requirement continues, an unspoken assumption treats deferral until recognition
as a relatively coherent system in practice. The appeal of the principle lies in
matching the timing of taxability with changes in the investor's financial relationship to the investment. The investor recognizes no gain or loss while the
investment can provide further risks and rewards; and the investor does recognize
the gain or loss when the investment risk and the prospect of investment reward
end. Unfortunately, the existing rules present a mix, sometimes tracking the
investor's financial position, but often failing to do so. As a consequence, the
sophisticated investor often can defer recognition of gain beyond the time when
the investor can profit or lose based on the risks and rewards of the investment.
Occasionally, loss can be recognized before the time when the investor closes
out the risk of loss from the investment. As a result, the manager of a large
portfolio often may have the pleasant choice of achieving identical or very similar
financial results with differing tax consequences attached to them. Well-planned
choices may defer the tax liability on income from portfolio investments indefinitely.
The opportunities for these timing mismatches of tax and financial treatment
of the investment arise in the context of multiple investments in financially
identical property. Even if the recognition principle produces acceptable results
for a single investment position over time, it presents different questions for
multiple investments in identical property. The system of deferral until recognition requires specific identification of an investment and its balance of risks
and rewards; determination of its tax basis to the investor and, frequently, its
holding period; and an event that terminates the risks and rewards to the investor.
The recognition rules may produce inappropriate results in the context of multiple
investments in identical property because more than one possible answer for
each of these questions may exist.
This paper accordingly examines the realization requirement where an investor
has more than one investment position. It traces the additional benefits that
accrue to the investor under existing law by reason of the relationships between
investment positions. These added benefits derive greater support from usage
and inappropriate conceptual models than from the financial substance of the
investment transactions. Income tax rules in principle should seek identity between the financial and the tax meanings of a transaction. Present tax rules for
investors occasionally fail to do so.
Recent tax writing and legislative activity have given considerable attention
to timing questions affecting income inclusion. 8 High nominal interest rates and
7

See, e.g., Blum, Rollover: An Alternative Treatment of Capital Gains, 41 TAX L. REV. 385
(1986).
8
See, e.g., Cliff & Levine, Interest Accrual and the Time Value of Money, 34 AM. U.L. REV.
107 (1984); Halperin, Interest in Disguise: Taxing the "Time Value of Money", 95 YALE L.J. 506
(1986); Hartigan, From Dean and Crown to the Tax Reform Act of 1984: Taxation of Interest-Free
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a variety of ingenious accounting schemes focused attention on the importance
of the time value of money in tax planning as never before. Curiously, however,
the substantial timing advantages inherent in the ownership of a portfolio of
financial assets appear to have escaped close analysis.
This paper explores and analyzes the present treatment accorded portfolio
investments under the deferral and recognition requirements, including the problems these tax rules create and the responses Congress and the Treasury have
made to the problems. It evaluates these efforts and proposes changes. The
analysis begins with certain characteristics expected of a system of deferral rather
than accrual taxation of gain and loss. It turns then to a series of problems raised
by multiple investments. One problem concerns the identification of the proper
investment amount to recover in order to measure the gain or loss on a partial
disposition of the investment position. Part II deals with the partial recovery of
investment when an investor sells one of several units of the same investment.
It discusses the opportunity for deferral of gain created under current rules and
recommends changes. Other problems arise when an investor can acquire investments with opposite characteristics and thereby eliminate all investment risk
and reward. Part III examines them. Subpart 1 deals with the gain deferral
opportunity created through termination of investment risk and reward by acquisition of an investment position opposite to the one first owned. Subpart 2
looks at the potential creation of artificial tax losses when the investor reverses
the sequence and first acquires opposite positions, then disposes of one in a
recognition event. Another set of questions concerns recognition events that do
not alter the investor's financial position because of contemporaneous offsetting
investment activity. Subpart 3 looks at acquisition of an identical investment
that continues an investment position after a recognition event. Part IV looks at
two additional problems that become more important if the financial effects of
these transactions govern tax consequences. Subpart 1 examines opposite transactions entered into by related parties. Subpart 2 looks at the spectrum of transactions that involve similar but not identical investments. The paper concludes
with proposals for change that would bring the deferral system more closely in
line with the financial effects of portfolio transactions.
The difficulties in application of the recognition requirement have been obscured by controversy over another tax benefit for investment, the favorable
treatment of net capital gains. Repeal of the special treatment of long term capital
gain in the 1986 Act achieved an important goal of many critics of the Federal
income tax. 9 The restoration of a rate differential for net capital gains of many
Loans, 60 NOTRE DAME L. REV. 31 (1984). Examples of legislation include sections 1271-5, 7872
and 263A. For recent writings on tax arbitrage, see Shakow, Confronting the Problem of Tax
Arbitrage, 43 TAX L. REV. 1 (1987); Warren, Accelerated Capital Recovery, Debt and Tax Arbitrage,
38 TAX LAWYER 549 (1985); Koppelman, Tax Arbitrage and the Interest Deduction, 61 S. CAL. L.
REv. 1143 (1988).

9
Tax Reform Act of 1986, Pub. L. No. 99-514, §§ 301(a) and 311(a), 101 Stat. 2085, 2216 and
2219 (repealing section 1202 and amending section 1201). See also SURREY, PATHWAYS TO TAX
REFORM 195-97 (1973); Blum, A Handy Summary of the Capital Gains Arguments, 35 TAXES 247,
261-66 (1957); Miller, The "Capital Asset" Concept: A Critique of Capital Gains Taxation (pts. I
& 2), 59 YALE L.J. 837, 1057 (1950)
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individuals, ' 0 though relatively small, doubtless will draw investor attention once
again to the capital gain-ordinary income distinction in the structure of investment
decisions. The questions raised by the contours of the recognition rules will blur,
but will not disappear.
I. SOME CHARACTERISTICS OF THE RECOGNITION SYSTEM
The federal income tax favors one kind of investment income, increases in
the value of the investment, by deferring tax until a recognition event takes place
and, until 1987, by providing special treatment for long term capital gains.
Although the investor usually controls the timing of the recognition event, an
important limitation on the investor's ability to manipulate tax consequences
inheres in the link between tax and financial consequences. The duration of the
deferral period generally is coterminous with that of the period for which the
investor has a financial stake in the investment. The recognition requirement
postpones taxation of gain and recognition of loss until the investor has terminated
investment risks and rewards associated with the gain or loss. Similarly for
measurement of long term capital gains and losses, the holding period 1 generally
encompasses the interval for which the investor has owned a financial interest
in the property. 2 Termination of risk through sale or exchange terminates both
the deferral period and the capital asset holding period. The tax rules thus
maintain congruence with the financial experience of the investor.
Ownership of a portfolio of investment positions may create additional opportunities to benefit from the deferral rules.
Example 1. Ina Investor's portfolio contains 100 investments in different
publicly traded stock, each purchased for $10x. On the last day of the year 75

have appreciated by x dollars and 25 have depreciated by the same amount. On
an accrual basis, Ina has enjoyed a net appreciation of $50x. If she does nothing,
no gain or loss enters her tax computation.

Suppose instead Ina sold 20 of the losing investments and recognized $20x
of loss. The Code limits Ina's ability to offset the loss against other income,
such as wages. The risk to the revenue lies in investors in Ina's position using
their power to time recognition events so as to cull their losing investment
positions in order to recognize loss to offset other taxable income, while deferring
recognition of gain on their remaining investments to subsequent taxable years. 3
The Code accordingly limits deduction of capital losses against other kinds of
income. Recognized capital losses above a maximum of $3,000 may offset only
"°Omnibus Budget Reconciliation Act of 1990, § 1I101(c).

"The holding period for long-term capital gains and losses has varied and is now one year. I.R.C.
§ 1222.
2
1 Under section 1223, a taxpayer may include as part of the holding period other investment periods
in limited circumstances, the most important of which reflect prior deferral of gain or loss recognition
on an investment related to the current investment by basis. See I.R.C. § 1223(l) and (2).
3
This prospect created greater benefits for the investor when net capital gains enjoyed a preferential
tax rate.
Tax Lawyer, Vol. 44, No. 2

WHEN FUNGIBLE ASSETS MEET

recognized capital gains; the Code defers any excess to subsequent years for
individual and other noncorporate investors. 14
This limitation restricts but does not eliminate the tax advantages of culling
loss investments. In Example 1, if Ina has recognized gains during the year, the
rule for aggregation of recognized capital gains and losses allows her to reduce
the tax liability by recognizing losses before the end of the taxable year. Since
recognition depends on actions that lie within her control, Ina often could arrange
for recognized gains and losses to offset each other. If, in Example 1,Ina earlier
had sold 20 of the profitable investments and recognized gain of $20x, she could
choose to avoid current tax liability by selling 20 of the losing investments and
recognizing $20x of loss, for a net recognized gain of zero.
The tax benefit of insulating the recognized gain from tax in this way comes
at some financial cost to Ina if recognition of the losses means closing out the
20 losing investments before she otherwise would do so. The magnitude of this
financial cost to the investor will vary. The investor's assessment of the future
prospects for the investment and the ease of obtaining substitutes with qualities
as favorable bear importantly on this determination; the financial cost to her may
be significant or minuscule. The investor exercises the power to combine deferral
of tax on some investment gains with netting of gains and losses under the
recognition rules at a cost of the loss of investment continuity in the depreciated
assets she sold. This tax rule thus maintains some connection between tax consequences and the underlying investment experience.
. To the extent that these tax rules create incentives to dispose of loss investments
earlier than their nontax investment merit commands, they distort the financial
choice that otherwise would be made by the investor and therefore probably
cause some loss of efficiency in these markets. Under a deferral system, the tax
incentive to retain investments with accrued gain, often called the lock-in effect,
creates other inefficiencies. 15 It is not clear whether the incentive to dispose of
loss investments adds to the lock-in inefficiency or offsets it. 16 .
In addition to the benefits of deferral until a recognition event and of netting
recognized gains and losses, however, investors may seek to obtain other advantages from the recognition rules without incurring any investment cost. First,
an investor in multiple positions may seek to extend the deferral period for gain
beyond the point of continued risk in the investment. Second, the investor may
seek to recognize loss at a time when the risk in the investment and the prospect
of gain continue and therefore the amount of loss in the investment has not been
fixed. Third, and of lesser importance under current law, the investor may treat
gain as long term capital gain even where he has not continued the prospect of
4

1 1.R.C. §§ 165(f), 121 Im, 1212. See Warren, The Deductibility by Individuals of Capital Losses
under the Federal Income Tax, 40 U. CHI. L. REV. 291 (1973).

'Mhe tax rule that provides a fair market value basis on death without recognition of accrued gain
or loss, section 1014(a), enhances the lock-in effect. Lower rates on capital gains sometimes are
supported
as mitigating the lock-in.
16Neither efficiency loss would occur in a pure accrual system, which would take all losses into
account without any sale.
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investment risk and reward for the long term holding period. The tax law has
sought to correct for the latter two effects, with mixed results, but it has largely
failed to discourage the first.
My analysis of the appropriateness of the rules by which multiple investments
augment tax benefits deals chiefly with fungible portfolio investments. Stock of
the same class in a publicly-held corporation provides a simple example. One
share of a corporation's single class of common stock has exactly the same
attributes as another. Many financial assets share the fungibility characteristic,
for it provides important market and financial benefits to investors and investment
institutions. Since each unit has the same characteristics, the costs of tailoring
the investments to the needs of the would-be investor shrink. The financial
markets provide a rich array of standardized investments allowing investors to
create different portfolio configurations and yet keep transaction costs down.
Further, the market usually develops mechanisms that allow the investor to take
either positive or negative positions in the investment, representing mirror images
of risks and rewards.
Two characteristics of fungible and mirror investments bear on their proper
tax treatment. When two investment positions are fungible, a rational investor
should be indifferent as to which he owns. Replacement of one with another
does not alter the investor's potential risks and rewards except for the transactions
costs of making the replacement. Second, when an investor who owns one unit
of a fungible investment also takes the opposite investment position, the investor
has closed out his investment position as fully as if he had sold the first unit:
the financial risks and rewards cancel each other, again except for any added
transactions costs.
These investment characteristics do not apply to investments which are not
fungible or mirror images. The market prices of shares of the common stock of
two major U.S. auto makers may move generally in the same direction, but the
differences between them often exceed the similarities. In a recognition system,
an investor determines the tax incidents of these different investments independently of each other. Investments whose prices move together more regularly,
such as contracts for the same commodity to be delivered in different months,
are much more similar. Nevertheless, a contract to buy May wheat and another
to sell July wheat may not fully offset one another. If tax rules sought to follow
the financial effects of the investments precisely, they would need to take account
of partial hedging of risk and other overlapping investment characteristics. Alternatively, tax rules could avoid the question of how to trace and match investments by aggregating the behavior of the investment portfolio as a whole.
An accrual tax system, for example, taxes the entire portfolio experience currently
and eliminates the need for tracing. Similarly, for specified subsets of the investment portfolio the mark-to-market rules of Code section 1256 abrogate deferral and tax currently all gain and loss within the specified investment classes. 17
' 7Section 1256 deals with commodity futures and certain other contracts. Commodity futures
contracts account for gain and loss on a daily basis and require the transfer of cash payments daily
even though the investor retains the investment position.
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Such rules avoid the need for line drawing for the investments within the class,
though they require clear definition of the class boundaries. Our deferral system
rejects treatment of the aggregate portfolio for recognition of gain or loss on
each separate investment. It thus avoids for the most part difficult questions of
partial risk hedging or limits on investment rewards.
Tax rules within a deferral system that conform to financial effects should
take account of the investor's termination or continuation of investment risk.
Unfortunately, existing tax law includes some rules that treat each unit of investment separately, notwithstanding the investor's ownership of other investments of a fungible or offsetting nature. These rules produce distortions in the
measurement of investment to be recovered on a recognition event and hence in
the calculation of gain or loss. They fail to treat as recognition events the
acquisition of new investments that eliminate the financial risks of old and
continuing investments. They raise the possibility of recognition of loss when
no substantial investment loss has occurred. Other rules that look to the substance
of the financial arrangements fill in some of the gaps, but the meeting of the
two kinds of rules creates an incoherent pattern.
II. PARTIAL RECOVERY OF INVESTMENT-DEFERRAL OF GAIN
When a recognition event occurs, the deferral period terminates and the investor calculates the gain or loss on the investment position by subtracting the
adjusted basis in the investment property from the amount realized on disposition. 18 If the investor has reduced but not terminated the total investment position
in the security, as when the investor sells some shares of a class of stock and
retains others, this statement of the calculation of gain or loss requires further
elaboration, for the investor could determine the amount of the adjusted basis
attributable to the sale in several different ways. If the investor can "front load"
the adjusted basis onto the present disposition transaction, the effect is to defer
gain or even recognize a loss currently, notwithstanding that the investment as
a whole produces gain.
Example 2. Peter Purchaser bought 100 shares of Hihopes Corporation common
stock on each of three dates in the same year at the indicated prices:
Date
February 1
March 1
April 1
Total

Price
$30
$37
$50

Shares
100
100
100
300

Total Cost
$3,000
$3,700
$5,000
$11,700

He sells 100 shares on February 15 of the following year at $43 a share and
retains 200 shares. Peter realizes $4,300 in sales proceeds, but how much of his
purchase price should he set off against it?
A tax system that conceives of each batch of shares as different property might
'8 I.R.C. § 1001(a).
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restate the question as: what did the investor sell: the first 100 shares, the middle,
the last, a little from each batch? The answer would then determine the adjusted
basis and the holding period of the shares sold. For financial purposes apart
from taxes this restated question has no significance. Peter, who formerly held
300 shares of Hihopes, has reduced his investment to 200 shares and increased
his cash. Since all Hihopes shares are identical, the investor should be indifferent
for non-tax purposes as to which shares he sold.
A long-standing regulation treats the purchase of each batch of 100 shares as
a separate investment and allows Peter to determine at the time of sale which
of the three batches of Hihopes shares he sold, a Pick-and-Choose rule. 9 The
determination is as clerical as delivery of the stock certificate denoting that
specific batch. 2° This formalistic choice has no significance for non-tax purposes,
since each batch resembles each of the others in all meaningful non-tax financial
respects. The tax regulations in effect allow Peter to choose whether to recognize
a larger gain on the sale ($1,300) or a smaller gain ($600); or, if he prefers,
Peter even may declare a loss on the transaction ($700).21 The regulation creates
a default option. If the investor fails to specify which batch of common stock
22
he sold, he must apply a first-in first-out rule.
When the investor designates which batch he has sold under this Pick-andChoose rule, he implicitly specifies the holding period and, therefore, the characterization of the gain or loss as short or long term. In the example, the gain
on the earliest batch would be larger but would be long term, while the smaller
gain (or the loss) would be short term. The investor thus is free to choose which
combination of basis and holding period he would like to report. Under the prior
capital gain rules he could decide to "age" a short term holding to obtain long
term capital gain benefits or accelerate recognition of a loss before a short term
loss matured into a long term one. 23
The Pick-and-Choose rule allows an investor with multiple positions in the
same investment to make the most favorable determination of tax consequences
each time the investor sells some of the investment. An investor may transmute
a financial net gain into a reported tax loss simply by designating the appropriate
19Regs. § 1.1012-1(c)(2), (3).
2
°Regulations section 1.1012(c)(2) treats delivery of certificates as designating the shares of the
lot delivered, even if the taxpayer intends otherwise. See Davidson v. Commissioner, 305 U.S. 44
(1938). The regulations allow designation.by other means at the time of sale if stock is left in the
custody of a broker or a fiduciary. Regs. § 1.1012(c)(3) and (4). See Helvering v. Rankin, 295
U.S. 123 (1935). Anecdotes suggest varying levels of compliance by brokers with the designation
rules.
2
'Not all taxpayers will choose to recognize the loss. A taxpayer with other recognized losses
might
wish to recognize the largest possible gain.
22
Regs. § 1.1012-1(c)(1); see also Kluger Associates, Inc. v. Commissioner, 617 F.2d 323 (2d
Cir. 1980); Hall v. Commissioner, 92 T.C. 1027 (1989). The Supreme Court upheld a predecessor
of this regulation in 1935. See, e.g., Helvering v. Rankin, 295 U.S. 123 (1935); Snyder v. Commissioner, 295 U.S. 134 (1935). For an application of this rule outside the sale context, to a preferred
stock dividend, with section 306 consequences, see Fireoved v. United States, 462 F.2d 1281 (3d
Cir.
23 1972).
These selection rules also apply to other Code provisions that may affect a partial disposition of
assets. See, e.g., I.R.C. § 170(e).
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batch for disposition. The investor may recognize long or short term gain as he
chooses, or differing amounts of gain within the same holding period.24
The range of choice this regulation gives to investors not only ignores the
financial sense of the transaction, but also contradicts the treatment of fungible
items for other tax purposes. Thus, when an investor sells a part of a larger
property, the regulations require that the basis in the property be "equitably
apportioned"; a part of a uniform property takes a ratable share of the entire
basis. 25 Similarly, a manufacturer may not pick and choose among inventory
items purchased at different times in'order to determine the amount to subtract
from gross receipts as the cost of'goods sold.26 Whether on FIFO or LIFO, the
taxpayer matches costs of acquisition of fungible inventory items against income
from their disposition on the basis of mechanical accounting conventions rather
than item-by-item choices whose *soleeffect is to minimize taxes. The regulation
applicable to stock and bonds instead takes a formalistic approach: it treats each
purchase as a separate and unique investment without regard to its relationship
to other investments held by the taxpayer. The inventory rules, in contrast, treat
fungible purchases as a pool of identical items; partial use of the pool triggers
accounting conventions to determine the amount of investment to-recover.
Not surprisingly, in view of the great latitude the regulation accords the
investor, the Pick-and-Choose rule has generated relatively little substantive
litigation. Apart from questions as to whether the taxpayer in fact had identified
the desired batch of securities, 27 the litigated cases have concerned the unavailability of yet another approach to measuring gain or loss on sale, averaging the
cost of the various batches. In Example 2, an averaging approach would treat
the 300 shares as a unit, allocating one third of the total cost of $11,700, or
$3,900, as the basis on the sale of one third of the shares, for a gain of $400.
The regulations generally do not permit this method, with the consequence of
28
apparently harsh results in a few instances.
' 4The investor who is unaware of these possibilities loses the benefits through failure to make the
relatively mechanical designation at the time of sale.
'Regs. § 1.61-6(a)(1957). In rare and unusual circumstances an investor may recover the entire
basis
26 first. See Inaja Land Co., 9 T.C. 727 (1947), acq. 1948-1 C. B. 2.
Regs. § 1.471-2 (1973).
27
See, e.g., Davidson v. Commissioner, 305 U.S. 44 (1938). The regulations as amended in 1958
allow investors several different methods for making the designation, a result that appears sound
once the basic rule of taxpayer choice has been adopted. For a discussion of the cases prior to
amendment of the regulations in 1958, see Colgan, Identification of Securities Sold or Transferred,
18 N.Y.U. INST. 323 (1960).
28
See Joseph Gann, Inc. v. Commissioner, 701 F.2d 3 (1st Cir.) (subchapter S election termination
for excessive amounts of passive income, including gain on sale of stock), cert. denied, 464 U.S.
821 (1983); Curtis v. United States, 336 F.2d 714 (6th Cir. 1964) (gain but not loss recognized
under section 356 incident to a spinoff); Lakeside Irrigation Co. v. Commissioner, 128 F.2d 418
(5th Cir.), cert. denied, 317 U.S. 666 (1942) (loss but not gain disallowed in combined sales between
related parties).
The regulations create an exception for regulated investment company stock, as to which two kinds
of averaging elections are permitted. Regs. § 1.1012-1(e). Purchases and sales of shares in these
companies occur predominantly between the investor and the issuer, which by law must stand ready
to redeem shares. In creating the exception, the regulations resolve one of the practical questions
averaging presents, how to measure the holding period for shares when basis is not tied to holding
Tax Lawyer, Vol. 44, No. 2
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The Pick-and-Choose rule probably has a mildly distortive effect on investor
choices. Suppose in Example 2 above that on the sale date Peter also owns 100
shares of another corporation, Indifferent Co., selling at $43 a share, that Peter
purchased a month earlier at 30. Assume further that Peter wants to sell 25%
of his portfolio. Even if he has a slight financial preference for disposing of the
Indifferent Co shares, Peter instead might sell one of the later Hihopes batches
in order to realize less gain or even loss. Similarly, suppose Peter owns the 300
Hihopes shares as in Example 2 and contemplates a new purchase rather than a
sale and that he sees the choice as between another 100 shares of Hihopes stock
or 100 shares of Indifferent Co. If the investor has a slight financial preference
for the latter, he nevertheless might choose more Hihopes shares because of the
tax rule. On any subsequent disposition of 100 Hihopes shares with retention of
300, he would have his choice of basis and holding period among the four
batches of 100 shares. In contrast, purchase of the otherwise slightly superior
alternative investment carries a fixed basis and holding period determined by
actual investment amount and duration and would not provide this additional tax
flexibility. The tax advantage in each case might alter the investment decision
at the margin, with a distortion of the financial decision that otherwise would
29
be made.
The Pick-and-Choose rule rests on a formal characterization of each batch of
the security as a separate property whose investment history warrants separate
calculation for tax purposes. As noted, this characterization makes little financial
sense when applied to batches of fungible property. The rule allows sophisticated
investors undue power to determine the amount of gain or loss recognized on
the sale of financial assets. The Code should substitute a rule under which the
tax calculation instead takes account of changes in the entire investment position
in the security.
A final anomaly appears from a comparison with the tax treatment mandated
for sale by shareholders of their stock back to the issuing corporation. The rules
under Code section 302 look to the shareholder's relative position before and
after the change, not the batch of stock relinquished, as the relevant determinant
of tax consequences. If instead the tax law here followed the logic of the Pickand-Choose Rule and treated a shareholder's sale of stock back to the corporation
in accordance with its form, it should tax these sales as the receipt of sale
proceeds with an offset for the investor's basis in the specific shares relinquished.
Shareholders then could arrange for flows of funds from controlled corporation
with relatively modest tax in place of dividends, which otherwise would be taxed
period. The regulations provide for two different kinds of averaging, one of which segregates shares
by their holding period and the other of which does not. Under the latter method, the regulations
assign holding period to shares as sold in the order of their purchase.
For a recent case concerning whether a mutual fund investor was remitted to FIFO, see Joseph E.
Hall
29 v. Commissioner, 92 T.C. 1027 (1989).
These distortions from multiple investment positions in the same security would shrink but would
not disappear under a mandatory FIFO rule or an averaging rule. They would disappear under a
mandatory LIFO rule.
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in full to individual investors. 3" Code section 302 rejects this approach and
characterizes the transaction without regard to which batch of stock the shareholder gives up. The dominant criterion for the choice between sale and dividend
3
treatment compares the stockholder's position before and after the transaction. 1
If the investor's percentage interest in the corporation has changed considerably,
the Code gives effect to the transaction as a sale. If the investor's position has
changed but little, however, the transaction generally is characterized as a dividend. 3 2 In that event, the investor's basis in the shares relinquished becomes
part of the basis in the remaining shares, to be recovered when a meaningful
change in the shareholder's relationship to the corporation occurs. 33 Sales to
third parties similarly should reflect the unified nature of the investor's relationship to the stock and not trace individual batches of stock as discrete tax
data.
The Supreme Court recently considered the tax treatment of a partial disposition of stock that gave rise to claimed loss deductions. The controlling shareholders in a corporation surrendered shares to it for the purpose of enhancing
the corporation's financial position. Although the transfer of shares was not pro
rata, it reduced the controlling shareholders' percentage interest by a relatively
modest amount. 3 4 In Fink v. Commissioner35 the Sixth Circuit adopted a "frag3

°Sections 301 and 316 allow no basis offset where the corporation's earnings and profits cover
the31 distribution.
The Code accords redemption treatment when the investor terminates his interest in the corporation
completely. 1.R.C. § 302(b)(3). It accords redemption treatment if the distribution is disproportionate;
i.e., if the transaction reduces the investor's share of voting stock by more than 20%. I.R.C. §
302(b)(2). The Code also accords redemption treatment if the transaction "isnot essentially equivalent
to a dividend." 1.R.C. § 302(b)(1). In determining if a transaction "is not essentially equivalent to
a dividend" courts have compared the investor's position before the transaction with the position
after it. For a recent application of this comparison in applying section 356 to determine whether
"boot" received in a reorganization should be taxed as a dividend, see Commissioner v. Clark, 109
S. 32Ct. 1455 (1989).
Occasionally, the individual shareholder may avoid dividend treatment in a partial liquidation.
See I.R.C. § 302(b)(4).
33
Regs. § 1.302-2(c)(1955).
34
Ordinary deduction, capital loss and contribution to capital treatment all were advanced as
plausible tax consequences.
35789 F.2d 427 (6th Cir. 1986), rev'd, 483 U.S. 89 (1987). For other cases presenting this issue,
see Frantz v. Commissioner, 784 F.2d 119 (2d. Cir. 1986), cert. denied, 483 U.S. 1019 (1987);
Schleppy v. Commissioner, 601 F.2d 196 (5th Cir. 1979), rev'g Smith v. Commissioner, 66 T.C.
622 (1976); Estate of Foster v. Commissioner, 9 T.C. 930 (1947), acq. 1948-1 C.B. 2; Budd
International Corp. v. Commissioner, 45 B.T.A. 737 (1941) acq. 1942-2 C.B. 3, withdrawn and
nonacq. substituted, 1977-1 C.B. 2,on whether surrender of shares constitutes a sale or exchange,
rev'd on other grounds, 143 F.2d 784 (3d Cir. 1943), cert. denied, 323 U.S. 802; Miller v.
Commissioner, 45 B.T.A. 292 (1941) acq. 1941-2 C.B. 9, withdrawn and nonacq. substituted,
1977-1 C.B. 2; Commissioner v. Burdick, 20 BTA 742 (1930), nonacq. X-2 C.B. 82 (1931), affd
on other grounds, 59 F.2d 395 (3d Cir. 1932); Commissioner v. Wright, 18 BTA 471 (1979),
nonacq. IX-I C.B. 78, rev'd on other grounds, 47 F.2d 871 (7th Cir. 1931). The Revised Action
on Decision that recommended withdrawal of acquiescence in Budd and Miller asserted that a
surrender of stock without consideration should be treated as a contribution to capital. A.O.D. 427
and 428. (Nov. 23 and 24, 1976). Related issues appear in Tilford v. Commissioner, 705 F.2d 828
(6th Cir. 1983), and Downer v. Commissioner, 48 T.C. 86 (1967). See Johnson, Tax Models for
Non Pro Rata Shareholder Contributions, 3 VA. TAX REV. 81 (1983).
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mented" rather than a "unitary" view of stock ownership, in which a shareholder's surrender of a share represents a final disposition for tax purposes. It
accordingly allowed an ordinary deduction for the amount of the basis in the
shares surrendered, less any increase in the value of the remaining shares. The
Supreme Court, however, reversed. 36 Without choosing between a fragmented
and a unitary view of shares of stock, it treated the transaction as a contribution
to capital which did not give rise to a current deduction. The Court carefully
noted the consistency of its holding with the "settled" rule for determining gain
or loss on the sale of stock that looks to the basis of the particular shares sold,
the Pick-and-Choose rule.
The Pick-and-Choose rule serves no principled tax function in measuring a
taxpayer's annual income. It allows for deferral of gains and for inappropriate
recognition of losses through allocation of basis. It should be replaced with a
fixed ordering rule to eliminate the opportunity for easy manipulation of gain
and loss. While nearly any fixed rule would provide some improvement, a last
in, first out convention, LIFO, appears superior to others. LIFO would minimize
distortions in investment decisions created by the tax rule itself: the last investment batch would carry its own basis and holding period without regard to any
prior investment in the same security, in the same way as the purchase of a
security in another company does. LIFO would embody the plausible perception
that an investor like Peter in Example 2 has maintained a continuing investment
interest represented by the first batch and has made adjustments at the margin
by adding and subtracting additional shares. It would reject the mechanical and
anachronistic identification of a financial investment with its physical embodiment, the stock certificate, and would substitute a simple financial identification
rule.

37

III. DIVERGENCE OF RECOGNITION RULES FROM INVESTMENT
RISK AND REWARD
The Pick-and-Choose rule allows distortion of tax reporting through inappropriate allocation of tax basis in the determination of gain or loss. Other distortions
36483 U.S. 89 (1987).
37

A LIFO rule probably would generate more tax revenue than the present system but less than a
FIFO rule. In a rising market LIFO produces less gain recognition on average than FIFO. LIFO
also tends to characterize more recognized gains and losses as short term rather than long term,
where such characterization is pertinent. These revenue considerations do not affect which of the
two rules is preferable in principle. LIFO, FIFO, and averaging, do not exhaust the possible accounting rules. A different rule applies under section 16(b) of the 1934 Securities and Exchange
Act, where it also becomes necessary to match purchases and sales of securities, in that instance to
determine the amount of gain an insider owes to the corporation for a violation of the section.
Suppose, for example, that the three purchases in Example 2 all occurred within six months of a
sale of 100 shares of stock. The courts generally have maximized the sanitizing effects of the section
16(b) rule by matching the sale with the purchase that produces the highest gain refundable to the
corporation. The leading case is Smolowe v. Delendo Corp., 136 F.2d 231 (2d Cir.), cert. denied,
320 U.S. 751 (1943), which explicitly rejected the tax rule for identification of the stock disposed
of. Again, there seems no principle to support transferring this rule to the tax matching question.
Cf. Cummings v. Commissioner, 506 F.2d 449 (2d Cir. 1974), cert. denied, 421 U.S. 913 (1975)
(section 16(b) payment to corporation treated as capital loss, relating its character back to the earlier
gain on sale of stock).
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arise from termination or creation of investment risks and rewards without reflection of the change in the investor's tax position.
A. Acquisition of an Opposite Investment Position-Deferralof Gain
1. Simple Short Sales
In a short sale of stock an investor borrows shares of stock, generally from a
broker, and sells them. The investor, who now has cash, obligates himself to
return to the lender stock equivalent to that borrowed. The investor generally
agrees to pay the lender of the stock any dividend payments or other distributions
on the stock during the short sale period. 38 The investor closes out the short sale
when he makes delivery of matching stock to the lender. The investor frequently
expects to purchase the stock to close the position shortly before delivery. The
investor will profit if he purchases at a lower price than the earlier sale.
An investor who takes a short position in an investment creates financial risks
and rewards which reverse the benefits and burdens of a purchase; thus, the
short sale investor will profit if the price of the stock declines and will lose if
the price of the stock rises. The tax rules should treat the short-selling investor
as having made an investment whose duration begins with the short sale and
ends when the risks and rewards of the short position terminate. Unfortunately,
they do not.
Example 3. Sarah Seller, who owns no other stock, sells 100 shares of Downgrade Corporation short on January 2 for $50 per share. On December 20 she
purchases 100 shares of Downgrade for $30 per share. On January 20 of the
following year Sarah delivers the shares and closes out the short sale.
From a financial standpoint, the relevant investment interval for Sarah, during
which she bore risk or might benefit from changes in the value of the stock of
Downgrade, ran from the initial short sale on January 2, which opened the
investment position, to the purchase of matching stock on December 20, which
created an exactly offsetting investment position. At that point she had an assured
gain of $20 per share: every dollar of additional decline in the value of the
Downgrade stock would produce $100 of gain on the short position and also
$100 of offsetting loss on the purchased stock; similarly, a rise in value would
reduce the amount of gain on the short position but create an equal amount of
gain in the value of the purchased stock. For tax recognition purposes, however,
the period during which the investor bore the investment risk of the short position
has little relevance. Sarah has no recognition event on December 20. Instead,
Sarah determines the gain or loss on the short sale when she delivers stock to
the lender and closes out the short sale; Sarah recognizes $2,000 of gain January
3
These payments are deductible if the investor holds the short sale open for more than 45 days
in the case of an ordinary dividend. I.R.C § 263(h). The payments are treated as interest for purposes
of the investment interest limitation. I.R.C § 163(d)(3)(C).
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20 of the second year.39 The tax law looks to the formal act of delivery of the
matching stock to the lender as the "sale" of the stock, not to the initial short
sale. In effect, this tax treatment takes account of ownership and disposition of
the stock investment-purchased on December 20 and disposed of on January
20-and ignores the initial short sale altogether as ownership of an investment
position .40
As one consequence, when a successful short seller purchases stock and uses
it immediately to close out the short position, she does not hold an investment
of which the tax law takes cognizance for the requisite capital gain holding
period. Sarah could not enjoy long-term capital gain benefits on the short sale,
regardless of the period over which the short position was open: the "purchase"
for tax purposes took place less than a year before the "sale."' a On the other
hand, as Example 3 illustrates, the rule lends itself to deferral of the investment
gain on a short sale. The short seller who subsequently purchases stock but
delays closing out the short position terminates the investment risk and the
opportunity to benefit through changes in the price of the stock on the purchase.
For tax purposes, however, the moment of recognition comes when the investor
delivers the matching stock.42 As a result, the investor may defer taxation of
the closed financial consequences of the short sale beyond the tax year in which
the investment risk terminates, simply by delaying delivery of the matching
shares.
2. Short Sales "Against the Box"
Once an investor may own short and long positions in the same security without
triggering recognition of gain, the technique can be generalized to obtain a
deferral opportunity similar to one thought closed by the 1986 Tax Reform Act.
Prior to 1987, an investor who sold stock ordinarily could defer recognition of
gain for tax purposes, while fixing the amount of the gain for financial purposes,
at least over relatively short periods. Most New York Stock Exchange transactions settle the "regular way," which means that delivery of the stock and
payment take place on the fifth business day after the trade date. More rarely a
transaction may settle under "seller's option," which allows the seller to defer
the settlement date up to sixty days following the trade date. In both instances,
sale of stock might settle in a tax year later than the year in which the trade date
39
Regs. § 1.1233-1(a). See also Richardson v. Commissioner, 121 F.2d I (2d Cir.), cert. denied,
314 U.S. 684 (1942); Hendricks v. Commissioner, 423 F.2d 485 (4th Cir. 1970); Rev. Rul. 73524, 1973-2 C.B. 307.
'An analogous conceptual difficulty arises in connection with the treatment of profits and losses
from changes in the value of a taxpayer's liabilities. See Commissioner v. Tufts, 461 U.S. 300,
317
4 (1983) (O'Connor, J., concurring).
'As discussed below, section 1233 contains explicit provisions that regulate the character and
holding period for short sales. The effects of these provisions may extend beyond the capital gain
and
42 loss computation. See, e.g., I.R.C. § 851(b)(3).
The transaction would not fall under the definition of a section 1256 contract and therefore would
not be subject to the mark to market rules. Section 1092 would not apply to the transaction because
that section limits only recognition of loss, not gain, and because it generally excludes stock from
its definition of personal property. I.R.C. § 1092(d)(3).
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occurred. Similarly, an investor might sell shares on a deferred payment basis
and report the gain on the installment method. Each of these payment methods
could have the effect of deferring gain into a tax year subsequent to the year in
which the investment gain becomes fixed, a3 at least as to investors on the cash
method of accounting." Although these methods also defer receipt of the sales
proceeds, any lack of liquidity is either of short duration or self-imposed. The
Tax Reform Act of 1986 altered these results.4" An investor who now sells his
interest in a security traded on an established securities market ordinarily recognizes gain the year when the trade occurs and the investment risk terminates,
without the opportunity to defer the gain into a later year.
But an investor can achieve deferral of the gain, notwithstanding the 1986
change, through application of the short sale rules.
Example 4. Sherman Short purchased 100 shares of Gogo Corporation common
stock on June 15 of Year I at a price of $40. On October 1, when Gogo stock
trades at $70, Sherman wishes to terminate the investment position without
recognizing gain in Year 1. Sherman sells short 100 shares of Gogo common at
$70. On June 20 of Year 11,when Gogo common stock sells for $65, Sherman
closes out the short sale with delivery of the June 15 batch.
From a financial standpoint the October 1 transaction reduced Sherman's
position from 100 shares to a net of zero shares. In form he held two positions
in Gogo after October 1: he continued to own 100 shares of common and acquired
a short position of 100 shares. But the short position and the long position cancel
each other out as a financial matter. As with Sarah, any change in price will
produce identical and offsetting amounts of gain and loss. Whether Gogo sells
at $20 or $200 on June 20, Sherman has a net gain of $3,000 on the transaction.
The June 20 transaction has no financial significance.
The tax rules, however, make June 20 the significant recognition date. Sherman includes gain of $3,000 (sale price of $70 less basis of $40) in Year 1I,
notwithstanding that the gain became fixed on October 1 of Year I. Sherman
thus enjoys deferral of his tax liability beyond the year in which his financial
position changed.4 6 Note that if Sherman owned two batches of 100 shares, he
could have delivered either batch to close out the short sale. Sherman also could
have purchased 100 shares in the market at $65 to close out the short position
and recognize only $500 of gain, retaining 100 shares with a basis of $4,000.
The investor can combine the Pick-and-Choose rule with the short sale rule so
43

Rev. Rul. 72-381, 1972-2 C.B. 233 (regular way settlement); Taylor v. Commissioner, 43 B.T.A.
563 (1941), affd sub nom, Helvering v. Taylor, 128 F.2d 885 (2d Cir. 1942). In many instances
the deferral effect of the payment method is incidental to it, in others it helps motivate the choice.
"Installment
reporting generally was available without regard to method of accounting.
45
1I.R.C. § 453(k), amended by Pub. L. No. 99-514, § 812(a), 101 Stat. 2085 (1986), and redesignated as subsection k, Pub. L. No. 100-647, § 1008(g)(l), 102 Stat. 3442 (1988).
'For an example of a tax rule collapsing two offsetting investments rather than treating them as
separate investments, see Helvering v. Le Gierse, 312 U.S. 531 (1940) (elderly decedent who
purchased simultaneously an annuity contract and a life insurance contract on her life did not leave
"insurance" proceeds on her death to qualify for an estate tax exclusion; the offsetting risks in the
two contracts eliminated any insurance element).
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as to select which batch of a fungible investment he sells and select a time for
recognition of gain that differs from its financial realization.
The Code does bar a second kind of potential investor benefit, use of short
sales to manipulate the capital gain and loss holding period. Although of reduced
practical significance after the 1986 Act, the tax rules reflect a longstanding
rejection of these formal deferral rules for capital gain holding period purposes.
In the earlier example, Sherman actually held the 100 shares of common purchased on June 15 for more than one year when he disposed of it, 3-1/2 months
at market risk and the balance without market risk by reason of the offsetting
short position. Congress obviated riskless qualification for long term capital gain
treatment by enacting the predecessor to Code section 1233(b). The provision
imposes two rules on a short-selling investor who held substantially identical
stocks or securities for less than the capital gain holding period at the time of
the short sale or acquired them on or before the closing date. First, any gain on
the short sale is considered short term. Second, the property takes a new holding
period, one that commences on the closing of the short sale or on disposition
of the property if earlier. If the investor holds more stock or securities than the
amount sold short, the holding period rule applies only to the latter amount, in
the order of the dates of acquisition. Although Sherman can use a short sale to
defer his gain into Year 11, he cannot convert it from short term to long term
capital gain. 47
A related provision bars the conversion of what otherwise should be long term
capital loss (or an offset to long term capital gain) into short term capital loss.
Section 1233(d) treats a loss on closing a short sale as long term if the investor
owned substantially identical property for more than one year on the date of the
48
short sale.
The section 1233 rules carry a significant limitation. They apply only to certain
kinds of property-stocks, securities and commodities futures-and then only
to "substantially identical" property. The scope of the substantially identical
49
limitation is discussed below.
Section 1233(b) thus prevents qualification of an investment for long term
capital gain treatment when a short sale has obviated investment risk for part of
the period. It takes into account the investor's two different positions in substantially identical stock or securities for long term capital gain purposes, though
not for deferral purposes. The provision overrides the Pick-and-Choose rule in
47
Section 1233(b) treats the acquisition of an option to sell property at a fixed price, a "put option,"
as a short sale. Sherman accordingly could not alter the character of the gain through purchase of
a put option instead of a short sale.
4
The regulations illustrate the point with an example in which an investor who owned shares of
stock with long term capital gain sells an equivalent amount short, after which the stock rises further.
The investor later sells the previously held stock and purchases new stock to close out the short sale
at a loss. Absent section 1233(d), the further rise in the stock price would add to the long term gain
while the short sale would produce an identical amount of loss, but characterized as short term.
Regs. § 1.1233-1(c)(6). See also Example (3).
49
See infra note 88 and accompanying text. The standards for substantial identity under sections
1233 and 1091 are treated as substantially identical. See Regs. § 1.1233-1(d)(1).
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favor of FIFO to preserve the integrity of the- capital asset holding period requirement. Unfortunately, the provision also denies all short sellers, even those
who hold a short position for longer than the capital gain holding period without
an offsetting long position, the benefits of long term capital gain treatment.
Section 1233(b) treats a short position as not rising to the tax dignity of ownership
of an investment for a period of time, notwithstanding that section 1233(a)
characterizes the gain or loss on a short sale as capital if the property used to
close the short sale was capital. The short seller has short term, never long term,
capital gain or loss. Perhaps the rule rests on an overly conceptual idea of property
that defines the rights and benefits of a short position out of the category. But
the rule has no visible policy foundation. Short sellers who maintain the position
for the long term holding period should qualify for long term capital treatment.
Section 1233, however, does not alter the deferral benefits to investors. The
Code permits the investor who owns stock to sell short without current recognition, in effect extending the Pick-and-Choose rule to purchases as yet unmade.
Similarly, an investor in a short position may terminate that investment risk
without tax recognition by purchasing the same investment in the market and
failing to close the short position. And the section inappropriately fails to allow
a short seller treatment as an investor for the duration of the short position. None
of these tax divergences from the financial effects of short sales seem justified.
An investor who takes a successful short position should obtain long term capital
gain treatment if he maintained the position longer than the capital gain holding
period. Similarly, an unsuccessful short position deserves long term treatment
if held for longer than the holding period. An investor who sells short against
the box should be deemed to have sold part of the existing holdings under a
specified accounting convention like LIFO. In like fashion, a short seller who
purchases the same investment should recognize gain or loss at the time of
acquisition, even without formally closing out the short sale.
The Tax Reform Act of 1984 related short sales to offsetting holdings by the
investor in the same stock or security in connection with one aspect of short
sales, but did not extend the change to the recognition arena. Prior to 1984 an
investor might seek to use a short sale to avoid limitations on the use of capital
losses.5 ° An investor with a large net capital loss and significant ordinary income
might sell a stock short just prior to the record date for payment of a dividend,
pay the dividend amount on the borrowed stock, and close out the short sale
immediately afterwards. The market price of the stock ordinarily would adjust
to reflect the dividend payment, so that the difference between the market price
immediately before the record date and immediately after approximately equalled
the dividend; the investor would come close to breaking even on the transaction.
The short-selling investor intended to deduct as ordinary the payment in lieu of
50

Section 1211 generally limits deductibility of capital losses to capital gains plus, for individuals,
an additional $3,000. These limitations survive the 1986 Tax Reform Act repeal of the benefits
accorded net capital gains. The rules limit investor "culling" of portfolio losses while retaining
investments with deferred gains. See supra note 14 and accompanying text.
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a dividend and to treat the price difference in the stock as a short term capital
gain. The latter would be offset by the previously unusable capital loss and the
ordinary deduction would offset ordinary income. 5 The larger the dividend,
relative to the market price, the more the amount of the price adjustment and
the amount of the dividend likely would converge and the greater the amount
of capital loss the investor could convert to ordinary deduction in this way. The
extraordinary payment by Chrysler of dividend arrearage on its preferred stock
reportedly attracted many transactions of this type. 52 The 1984 Act sought to
limit the use of this technique by adding a durational condition for current
deductibility of the in-lieu-of-dividend payment. The investor must hold the short
position open for more than forty-five days for ordinary dividends or one year
for extraordinary dividends. If the investor fails to do so, the payment is capiinvestor adds it to the basis of the
talized: rather than deduct the payment, the
53
stock used to close out the short position.
This change bears on the recognition rules because the 1984 Act, in imposing
the durational requirement, had to define a duration of real financial risk. To
allow a formal duration, during which the investor kept the short position open
but also held an offsetting long position, would defeat the point of the change.
The statute accordingly suspends the running of the relevant time period if the
taxpayer purchases, has an option to purchase, or has a contractual obligation
to purchase substantially identical stock or securities. In addition, the Secretary
may, by regulation, specify additional circumstances of reduced risk of loss
which justify tolling the durational period. 54 Extension of similar principles more
generally into the recognition rules would end the artificial deferral now permitted.
3. Use of Options to Offset Positions
The basic deferral opportunity suggested by a short sale of stock, namely
purchase of an investment position, subsequent purchase of the opposite position,
and delay in formally netting out the two positions, can apply as well to traded
option contracts. First, a brief description of the option investment is necessary.
An investor may take one of four option positions:
a. Call Holder. A call option entitles the investor to purchase stock at a
specified price on or before a certain date. The investor purchases the option for
an amount, called the premium, which represents a fraction of the market value
"1The Service had ruled that payment in lieu of a dividend gave rise to an ordinary deduction under
section 212, Rev. Rul. 72-521, 1972-2 C.B. 178; Rev. Rul. 62-42, 1962-1 C.B. 133, but no case
or ruling had passed on the question of whether a plan to sell short and repurchase primarily for tax
reasons had sufficient economic substance to support the ordinary deduction plus capital gain treatment investors claimed. The 1984 Tax Reform Act "Bluebook" describes the plan as lacking
substantial economic substance. Staff of the Joint Committee on Taxation, General Explanation of
the Tax Reform Act of 1984, p. 157.
52 The short position exceeded six million shares on a total of ten million shares of Chrysler preferred
outstanding.
Ibid.
53
1.R.C. § 263(h). Current law imposes further limitations on section 212 deductions generally,
sections 67 and 56(b)(1).
'No regulations on this subject have been issued or proposed.
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of the stock. If the stock increases in price, the value of the option generally
increases as well. The option owner may realize this value either by selling the
option or by exercising the option -and paying the now less-than-market purchase
price to buy the stock. If instead the price of the stock declines, -the value of
the option generally declines as well. The investor may sell the option at the
lower price or may allow the option to expire without exercise or sale and without
,
recovery of the premium.
An option to purchase stock differs from ownership of the stock itself in
important respects. 55 Unlike the stockholder, the option holder does not vote the
shares. The option holder may or may not be entitled to dividends, depending
on the option agreement; for publicly traded options, the option holder has no
dividend entitlement. An increase in the share price will benefit both the option
holder and the stockholder, often in the same dollar amount. But the investor
generally pays less for the call option than for the shares, so that the rate of
profitability on an option investment is much higher. The rate and risk of loss
also exceed those of direct stock investment. The price of a call option and that
of the underlying stock generally move in the same direction but the relative
magnitude of the responses generally differs. In a loose sense, the option isolates
market price changes in the stock from other attributes of ownership and allows
the investor to participate in this characteristic to the exclusion of the others.
b. Call Writer. Every option has an option writer or seller, who receives the
option premium and becomes obligated to deliver the stock when the option
holder tenders the purchase price in exercise of the option. The writer of a call
option need not own the underlying stock at the time he writes the option. If he
does not, and the price of the stock rises, the option writer will incur the cost
of providing the gain to the option holder, either through purchase of the stock
at the higher current market price and resale to the option holder at the purchase
price specified in the option, or by direct payment of the difference. If the price
declines and the option lapses without exercise, the option writer has the premium
but no additional gain. The option writer's risks and rewards complement those
of the option holder.
c. Put Holder. Similar arrangements apply to an option to sell the stock, a
"put." An investor may purchase a put option and enjoy the right to sell specified
stock on or before a specific date at a stated price. If the stock declines in price,
the value of the option to "put" the stock increases.
d. Put Writer. In exchange for the premium, the option writer undertakes to
purchase the stock at that price. Again, the option writer's risks and rewards
complement those of the option holder. Neither the holder nor the writer of the
put need hold a position in the underlying stock.
The financial risks and rewards for each of the four option positions, in the
absence of other investment positions in the stock, may be summarized as follows:
55
For tax purposes ownership of a call option is not equated with ownership of the underlying
stock. See Helvering v. Southwest Consol. Corp., 315 U.S. 194 (1942). The Code often attributes
stock subject to an option to the option holder. See I.R.C. § 318(a)(4); but see I.R.C. § 382(e)(3)(iv)
and (k)(6).
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Price rises

Price declines

Price stable

Call
holder

Recovers
premium, then
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When the holder of a put or call wants to terminate the investment risk and
to, freeze the gain or loss he can close out the option directly or sell the option
to another investor. The tax recognition treatment resembles that of the sale of
any investment asset: the investor recognizes gain or loss based on the difference
between amount realized and adjusted basis (generally the sales price less the
purchase price and commissions).56 The character of the gain or loss, however,
depends in part on the capital or ordinary nature of the underlying property if
the taxpayer had acquired the property instead of the option. If the underlying
stock is a capital asset in the investors' hands under this test and the option is
not itself held as inventory like property, gain or loss will be capital and will
57
be long or short term, depending on the actual holding period for the option.
If the holder allows the option to expire, the Code likewise characterizes the
loss as capital. The tax characterization thus takes account of the option both as
an independent financial investment and as an investment related to the underlying stock.
An investor who sells or writes an option traded on the CBOE or similar
markets terminates the investment by purchasing the identical option and identifying the purchase as one that closes out the option position. For this purpose,
options are identical only if they are options for the same underlying stock or
security with the same strike price and expiration date. Options in the same stock
or security but with different expiration dates or different strike prices may be
market-linked but are not identical. The tax law treats the option writer's transaction as open until some definitive action occurs; receipt of the premium produces no immediate tax effect. If the option expires or the option writer closes
56

See Rev. Rul. 78-182, 1978-1 C.B. 265 (providing detailed tax rulings on Chicago Board Options
Exchange (CBOE) transactions).
57
I.R.C. § 1234(a)(I).
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out the option, he recognizes gain or loss at that point. The Code classifies the
gain or loss as short term capital gain or loss.58 The Code thus treats gains or
losses on writing options in a manner similar to treatment of short sales. In both
cases, receipt of money does not give rise to immediate tax consequences, and
investment losses and gains, though earned through an investment risk incurred
over the long term capital holding period, do not qualify for long term capital
treatment.
An investor may acquire an option position, enjoy gain, then lock in the gain
by acquiring the exactly opposite position.
Example 5.On November 1, 1988, Patricia Putter buys for $250 a put option
on 100 shares of Fade Corp., then trading at $36. The put is at an exercise price
of $35 and expires January 20, 1989. On December 1, 1988, after Fade Corp.
shares declined to $33, Patricia writes a put option at $35 on Fade Corp. and
receives $550. On January 2, 1989, she identifies the latter as closing out her
put option position. Patricia recognizes no gain in 1988 and recognizes $300
gain in 1989.
Again, as .with short sales, the financial termination of risk and reward on the
option investment occurs in the earlier year, when the investor enters into the
opposite investment. Current recognition rules, however, treat the later year, in
which the investor formally nets out the-earlier investment against the later, as
the appropriate one for recognition ofthe gain. 59 Ownership of the opposite
positions in the earlier year instead should give .rise to recognition of gain at
that time.
If, as recommended, Congress were to amend the Code to recognize gain
when an investor acquires an opposite position, a further question would need
clarification. Examples 4 and 5 deal with exactly opposite investments. But an
investor seeking deferral instead might offset most market risk with a pricelinked rather than a mirror-image investment. Suppose, in Example 5, instead
of writing a put option on December 1 at $35, Patricia writes one at $30 or
purchases a call option on Fade Corp. at an exercise price of $30. While her
November and December option positions would not be precisely opposite, they
do represent offsetting risks and rewards for a significant range of Fade Corp.
prices. 6" This problem of partially offsetting positions is discussed below.
B. DisaggregatingOpposite Positions-Recognitionof Loss
Just as an investor may eliminate risk and reward after an initial investment
by acquiring the opposite investment, so too an investor may acquire opposite
5

1I.R.C. § 1234(b).
Section 1256 would not apply to place these investments on a mark-to-market system because
options to acquire stock are excluded equity options under section 1256(g)(6). Although the option
positions are offsetting positions within the meaning of Code section 1092, the latter deals only with
deferral of loss, not with gain.
'°See Rev. Rul. 85-87, 1985-1 C.B. 268. Cf. Laureys v. Commissioner, 92 T.C. 101 (1989)
(straddle options do not constitute a section 465(b)(4) "other similar arrangement" offsetting the
investor's amount at risk).
59
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investments that produce offsetting risks and rewards and later dispose of only
one of them. Although the investor incurs little investment risk during the period
of dual ownership, such a strategy could provide tax recognition of loss unrelated
to financial loss if the tax law deems disposition of one of the investment units
to give rise to a taxable event. Investors increasingly pursued such strategies in
the late 1970s with investments in commodities and options. Many of the in6
vestment schemes could not withstand judicial scrutiny, for a variety of reasons. '
A straddle investment, for example, typically involved long and short positions
in the same commodity at the same price, but with different dates for delivery
of the commodity. Each leg of the straddle offset most of the risk and reward
of the other. Appreciation in value of the underlying commodity drove the price
of the long position up and the short position down. These price effects swamped
the investment risk or reward arising from changes in value attributable to the
difference in delivery dates. The investor who bought a straddle generally had
little investment risk or reward until he disposed of one of the legs. An investor
the loss leg and purchased a replacement
who sought tax benefits typically sold
62
leg with a different delivery date.
Beginning in 1981, Code section 1092 has deferred recognition of loss where
the taxpayer holds two or more positions in personal property that have the effect
of diminishing the risk of the investment. Section 1092 suspends deduction of
loss to the extent the taxpayer holds an offsetting position with unrealized63gain.
As extended in 1984, the section applies to most stock option straddles.
Section 1092 ordinarily does not apply to offsetting positions in stock unless
one of the positions is an option with respect to the stock or substantially identical
stock or securities. 6 Section 1092 also does not alter the preexisting gain deferral
and recognition rules for stock. But section 1092 does create important additional
constraints on the recognition of investment loss where the investor continues
to own a position that could benefit from subsequent investment gains. Moreover,
the range of offsetting investments considered under section 1092 extends well
beyond the "substantially identical" standard of sections 1091 and 1233.65 Two
new questions concerning an investment in stock require affirmative answers
6

'Among the government's theories are: the transaction was a sham; the taxpayer did not have a
profit motive in entering into it; and the sales and purchases did not actually occur. See Smith v.
Commissioner, 78 T.C. 350 (1982), affd mein., 820 F.2d 1220 (4th Cir. 1987); Fox v. Commissioner, 82 T.C. 1001 (1984); Forseth v. Commissioner, 85 T.C. 127 (1985), affd, 845 F.2d 746
(7th Cir. 1988), and aff d, petition for cert. filed sub nora. Enrici, 813 F.2d 293 (9th Cir. 1987),
vacated on rehearing, 845 F.2d 828 (1988).
62
The wash sale rule, section 1091, applies only to stock or securities, not to commodities futures.
See Corn Products Ref. Co., 215 F.2d 513 (2d Cir. 1954) aff d on other grounds, 350 U.S. 46
(1955). Rev. Rul. 71-568, 1971-2 C.B. 312. Section 1233(e)(2)(B) states that commodities futures
contracts for delivery in different calendar months are not substantially identical for short sale
purposes.
63
1.R.C. § 1092 (1984).
64
I.R.C. § 1092(d)(3)(B)(i)(1). The statute also includes, under regulations, stock which is part of
a straddle position in "substantially similar or related" property other than stock and stock in a
corporation formed or availed of to take an offsetting position in other property.
6
"Section 1092(b)(1) grants broad authority to extend by regulation the principles of the wash sale
provisions and the capital gain and loss short sale rules.
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before section 1092 loss deferral occurs: did the taxpayer have an interest in
stock consisting of an option; and did the position substantially diminish risk of
loss?
The scope of section 1092 may be suggested by the investment unit considered
in Rev. Rul. 88-31.66 At a time when its common stock traded publicly at $8
per share, a corporation issued an investment unit for $10 consisting of one share
of common stock and one payment right (the "Right"). After issuance, the
shares and the Right could be traded separately. Each Right provided for a
payment by the corporation two years after issuance equal to $1 1 minus the then
value of a share of common stock, but not more than twice the value of a share
.of common stock and not less than $. 10.67 The corporation could pay in cash
or additional common stock. After concluding that the Rights constituted property
separate from the common stock, the ruling characterized them as similar to put
options in the common stock over a wide range of values for the common. The
fact that settlement could be made in cash did not negate option status. 68 A
holder of both common stock and a Right thus became subject to the section
1092 loss limitations.
The premise behind section 1092, that an investor who holds offsetting positions does not incur an investment experience with regard to either position
that warrants tax recognition, could apply to defer gain as well as loss. In those
cases where taxpayers might find it advantageous to accelerate gain recognition,
section 1092 creates no statutory limitations. Deferral of gain seems justified
when the two investment positions are opposite. But the broader sweep of section
1092, to investment positions that diminish risk, presents different considerations. Analysis of each case would be needed to determine whether and to what
69
extent one investment constituted in effect a partial disposition of the other.
Considerable complexity would be added to deferral taxation by subdividing
gain or loss into recognized and deferred portions. Section 1092 cuts this Ghordian Knot by ignoring gain, and thereby remitting gain recognition to the preex70
isting recognition rules, and deferring loss without any apportionment.
'Rev. Rul. 88-31, 1988-1 C.B. 302.
67
The relationship between the value of the common stock and the amount of the payment can be
illustrated as follows:
value of stock
payment
$11 or more

$10
$9

$.10

$1
$2

$8

$3

$7
$6

$4
$5

$5

$6

$4
$3

$7
$6

$2
$1
6

$4
$2

The ruling cited section 1234(c)(2) for this purpose.
Cf. Del Cotto, Sale and Leaseback: A Hollow Sound When Tapped?, 37 TAX L. REV. I (1981).
7
°Accrual or mark-to-market taxation avoids the need to resolve such questions.
69
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C. Acquisition of a Position to Offset a Disposition-Recognition of Loss
A related set of issues can arise in a deferral system when an investor negates.
the effect of a recognition event by maintaining substantially the same risks and
rewards. An investor who owns shares of stock with an accrued loss might seek
to terminate the position temporarily and recognize the loss for tax purposes,
yet maintain substantially the same investment position. Absent some special
limiting rule, the investor could sell the loss shares, recognize 71the, loss, and
promptly purchase an equivalent amount of the same investment.
Example 6. Tina Trader purchased 100 shares of Down Corporation common
on February 1 at $70. On June 1, when the stock sold at $40, Tina sought to
recognize the $3,000 loss and maintain an investment position of 100 shares.
She sold the 100 shares. On June 2, Tina purchased 100 shares of Down common
stock at $41. (As a variation, Tina first bought stock at $41 on May 31, then
sold the older batch on June 1.) Tina failed to maintain continuity in the investment to the extent of the interval between the sale and purchase of the second
batch. (In the variation, she doubled her investment risk and reward for the
period of overlap.) As a result, Tina lost $100 of appreciation.
Code section 1091 long has provided a corrective to prevent this potential
recognition of loss without termination of significant investment risk. 72 Eschewing a motivational or a facts-and-circumstances test, section 1091 disallows
recognition of loss if the investor acquires substantially identical stock or securities within thirty days before or after the sale. The section in effect matches
purchases within the sixty-one day zone against the sale at a loss and treats the
purchases as maintaining investment continuity. The investor's adjusted basis in
the newly-acquired stock reflects the unrecognized loss. In the example, Tina
does not recognize the loss; Tina's new adjusted basis is $7,100, consisting of
the old basis of $7,000 plus the $100 difference in price between the sale of the
old batch and the purchase of the new. 73 The holding period of the old stock
74
also carries over to the new.
Section 1091 departs from the formal treatment of each batch of stock as a
discrete investment. The provision engages in a significant but narrow intervention to obviate recognition of loss when continuity of investment accompanies
the formal recognition event. Important as the intervention is, three limits stated
in section 1091 nevertheless should be emphasized. First, the section does not
apply to defer gain. Second, the section applies only to stock or securities. Thus,
prompt reinvestment after a sale at a loss of other financial assets, such as options
with the same expiration date and strike price, did not give rise to statutory
disallowance of the loss until the Technical Corrections Act of 1988 specifically
7

Unlike the effect on Ina Investor in Example 1, supra, the objective would be to recognize the
tax loss and to minimize or eliminate the financial cost of the transaction.
72
See infra notes 94, 96-98 and accompanying text for cases that have explored the disallowance
of73loss outside this framework.
1.R.C. § 1091(d).
74
1.R.C. § 1223(4).
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added options to the section. 75 Third, the new investment must consist of "substantially identical" stock or securities or a contract or option to acquire them.
The Service has ruled, for example, that U.S. Treasury bonds with small differences in maturity date and call date were substantially identical, 76 but not
when the difference was substantial by reason of the relatively short period the
bonds ran before ceasing to bear interest, or when other material rights differ,
77
such as redeemability at par to pay estate taxes.
Although section 1091 achieves its major purpose of preventing the recognition
of loss when the investor undergoes no material change in investment position,
it could measure income and loss more accurately. In the example, Tina engaged
in a recognition transaction from which her stock investment position emerged
unchanged but her cash position did not. Repurchase of the shares cost Tina
$100 more than the sale proceeds she realized. Similarly, if Tina had been able
to repurchase the shares at $39, she would have an additional $100 in cash and
no change in investment position. No good reason exists to take account of these
changes through adjustments to basis rather than current recognition of gain or
loss of $100 on the transaction.
More fundamentally, section 1091 arrives at the deferral result by treating the
sale as a disposition of the old batch of stock, then treating the newly purchased
stock as a replacement for the old and taking account of the cash as incidental
to that transaction. Another approach, one that takes better account of these
transactions, would adopt the LIFO perspective advocated earlier as a rule for
identification of shares. It would treat the investor who engages in a wash sale
as maintaining a continuing investment in the old batch of shares. The sale and
purchase within the wash period then would be paired, with gain or loss recognition. In Example 6, Tina would be regarded as retaining her original shares
with a basis of $7,000 and a holding period commencing February 1. The later
transactions would result in a matching sale and purchase (or purchase and sale),
producing short term capital loss of $100. If instead Tina paid $39 for the new
stock, she would have short term capital gain of $100. This LIFO approach not
only provides current tax recognition of changes the wash sale transaction makes
in the total investment position, it also helps resolve some of the difficulties in
applying section 1091 discussed below.
The necessarily arbitrary conditions for the application of section 1091 have
created a number of questions in practice that pose the tension between the
formalistic treatment of stock investment we have seen applicable to recognition
questions and an adjustment of that approach that tries to correlate financial risk
with continuity of investment. One issue concerned an investment followed by
a partial disposition at a loss within thirty days. Suppose Tina had purchased
75See Ganter v. Commissioner, 91 T.C. 713 (1988); I.R.C. § 1091(a) (last sentence), as amended
by Pub. L. No. 100-647, § 5075, 102 Stat. 3682. Other financial assets remain outside the scope
of section 1091.
76Rev. Rul. 58-211, 1958-1 C.B. 529; accord, Hanlin v. Commissioner, 108 F.2d 429 (3d Cir.
1939).
"7Rev. Rul. 58-210, 1958-1 C.B. 523.
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300 shares of Down stock at $70 on February 1 and sold 100 shares on February
25 at $40. Section 1091 literally applies, in that Tina purchased stock within
thirty days identical to that sold at a loss on February 25.78 The Service ruled,
however, that the wash sale provision was not intended to apply where there
was a bona fide reduction in the taxpayer's investment holding, a ruling that
79
seems consistent with the financial assumptions that underlie the wash sale rule.
Note, however, that the ruling creates line drawing questions as to the quantum
of investment whose reduction permits loss recognition. Suppose the investor
buys 100 shares on three consecutive days at $70 and sells 100 shares at $40,
for a loss of $30, on day 25. Should the ruling apply? Under the LIFO approach
such questions simply do not arise. The taxpayer would recognize loss as determined by matching the sale to the last purchase.
A second ruling illustrates the difference in wash sale treatment between loss
and gain. Suppose an investor who bought two batches of stock, at $20 and
$30, sold both batches at $25 and repurchased the same amount of stock at $25
within thirty days. Absent a repurchase, the investor would have recognized the
loss and the gain, but they would have netted out. Under a literal application of
section 1091, however, the repurchase washes out the loss but not the gain, and
the Service so held. 80 The result seems counterintuitive, since this investor with
no net change in investment position and no net gain nevertheless must recognize
gain on the transaction.
A contrary result could be reached in at least two ways. First, the wash sale
idea could be broadened to encompass gain as well as loss. If the underlying
determination of section 1091 is that reacquisition of a substantially identical
investment position within a short time period negates any true recognition event
for loss purposes, perhaps the same should hold true for gain. Extension of the
wash sale concept to gain would obviate year-end gain recognition to absorb
previously recognized capital losses. Second, a LIFO approach would blunt the
disparity in treatment here. By matching both sales to the later purchases, it
reduces the recognized gains and losses to those that occur within the sixty-one
day period, in this hypothetical example, to zero. The investor would continue
to have bases of $20 and $30 in the two batches of stock.
Other problems arose out of the need to integrate the substance-oriented approach of section 1091 with the more formal nature of the Pick-and-Choose rule
and the short sale rules. Suppose the investor sold at a loss several batches of
stock, with different adjusted bases, and within thirty days purchased less than
the total amount of stock sold. The batch treatment of stock requires an ordering
rule to determine which loss to disallow. Similarly if the investor made several
purchases within thirty days totalling more than the amount of stock sold, which
batches match with the disallowed losses for basis adjustment purposes? In both
78
Application of section 1091 would disallow deduction of the loss of $30 and add it to the basis
of one of the other batches of stock.
79
Rev. Rul. 56-602, 1956-2 C.B. 527.

"Rev. Rul. 70-231, 1970-1 C.B. 171.
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cases the statute delegates broad regulatory authority and the regulations adopt
FIFO type matching rules. 81 If LIFO were adopted for other purposes, a conforming change should occur here.
The wash sale rules and the more formal short sale provisions initially failed
to mesh well in a more complex situation.
Example 7. Phil Form bought 100 shares of the common stock of Hopeful
Corporation at $50 on February i. He purchased an additional 100 shares on
November 1, at $40. Also on November 1 he sold short 100 shares at $40. On
December 15 Phil delivered the February batch of Hopeful stock to close out
the November 1 short sale, retaining the November 1 batch.
At all times after February 1, Phil had a net investment position in Hopeful
Corporation of 100 shares. For tax purposes, however, the combination of the
Pick-and-Choose rule and the rule that a short sale is consummated only when
closed out nonetheless would allow Phil to recognize a loss of $1,000 on the
February stock and would place the recognition date at December 15, beyond
the thirty day wash-sale period for matching the sale with a purchase. The Seventh
Circuit in a similar case allowed recognition of the loss, but invited the government to alter the result by regulation. 82 The government promptly accepted the
invitation; new regulations defined the date the taxpayer entered into the short
sale as the relevant date for wash sale purposes if the investor also owned a long
position in the stock. 83 In the example, for wash sale purposes Phil's sale takes
place on November 1, not December 15, and the November 1 purchase, now
within thirty days of the sale, prevents recognition of the loss. Again, a LIFO
approach corrects this problem more directly, even under the current short-sale
rules, 84 by treating the investor as having sold the batch purchased November
1, not February 1.
Until 1984, the wash sale provision did not apply to successive short sales;
it now does. 85 Thus, if an investor sells short when the stock sells at $40, covers
when the stock is at $50 and, within thirty days, sells short when the stock is
at $49, the loss of $10 on closing out the first short sale now goes unrecognized.
The statute says that rules similar to those for conventional wash sales apply,
but it does not clarify how the disallowed loss provides a later tax offset when
the second short sale is closed out. Unlike wash sales involving "long" positions,
where section 1091(d) provides a basis adjustment in the newly purchased stock,
short sales have no basis to adjust. An equivalent adjustment should be made
for successive short sales. Once again a LIFO approach would resolve the practical problems in the area.
The new statutory provision should not call into question the continued viability
of the wash sale regulation earlier promulgated to reconcile the short sale rules
81
821.R.C.
Doyle
3

§ 1091(b) and (c); Regs. § 1.1091-1(g).
v. Commissioner, 286 F.2d 654 (7th Cir. 1961).
a Regs. § 1.1091-1(g).
"See supra text accompanying note 45.
85

1I.R.C. § 1091(e), as added by Pub. L. No. 98-369, § 106(a), 98 Stat. 616.

Tax Lawyer, Vol. 44, No. 2

SECTION OF TAXATION

with the objectives of the wash sale provisions. That regulation, it will be
recalled, shifted the relevant short sale date for wash sale purposes from the date
the investor closes out the short sale to the date on which the investor enters
into the short sale. The new statutory provision refers to the date of closing a
short sale, rather than the date the short sale is entered into, and to loss realized
on the closing. The legislative history of the provision contains no evidence that
the new provision intended to overrule this regulation. 86 Since the regulation
and the statutory amendment serve different but complementary
functions, the
87
statute should not be construed as overruling the regulation.
The substantial identity requirement raises significant line drawing questions.
Example 8. Charles Chooser purchased for $2,000 10 shares of Megacorp's
$100 par 5% nonvoting preferred stock, each share convertible at any time into
10 shares of common. Some months later, on November 1, he sold them for
$1,500. On the same day Charles purchased 100 shares of Megacorp common
stock at $15 per share, a total of $1,500. Absent the conversion feature, the
investment inthe preferred stock would represent a financial interest in Megacorp
significantly different from the common; even with the conversion feature, the
formal bundle of rights the preferred stock represents differs substantially from
that of the common. Over a substantial range of market values for the common
stock, however, the conversion feature represents the dominant element of market
value. When he owned the preferred stock, Charles enjoyed or suffered the
market gains and losses attributable to the common stock into which he could
convert over a substantial portion of the price range for the Megacorp common.
The Service has held the sale of common stock followed by the purchase of
convertible preferred met the substantially identical test if the preferred was
freely convertible, bore the same voting rights, was subject to the same dividend
restriction and sold at prices that did not vary significantly from the common
stock. 8 It is unclear how far to extend the reasoning: how close must the
investments be? 89 As a second ground to apply section 1091, the convertible
86
The Conference Committee Report and the "Bluebook" explanation merely repeat the statutory
language. Staff of the Joint Committee on Taxation, General Explanation of the Revenue Provisions,
Tax Reform Act of 1984, p. 321. The provision was added in the Senate version of the Act. The
Senate Finance Committee Report apparently viewed the statutory provision as responsive to a kind
of straddle opportunity: an investor who owns stock less than a year sells short. If the stock rises
in price, the investor purchases additional stock and uses it to close out the short position near the
end of the taxable year. The investor sells the long position early in the next year. The investor
claims a short term capital loss in the earlier year and a long term capital gain in the later year.
Explanation of Senate Finance Committee on Deficit Reduction Tax Bill of 1984, p. 290.
87
But see KRAMER, TAXATION OF SECURITIES, COMMODITIES AND OPTIONS, at § 17.6 and § 17.7
(Ist ed. 1986).
88
Rev. Rul. 77-201, 1977-1 C.B. 250; Rev. Rul. 56-406, 1956-2 C.B. 523. See GCM 37004 (Feb.
15, 1977). Regulations section 1.1233-1(d)(1) provides general standards for "substantially identical"
property in the short sale area that also apply to section 1091.
89
For example, would elimination of a vote for the preferred alter the result? What effect should
other characteristics have? Should preferred stock of a corporate issuer convertible into common
stock of its parent be treated for wash sale purposes as substantially identical to the common stock
of the parent? Cf. Hanlin v. Commissioner, 108 F.2d 429 (3d Cir. 1939); Seymour H. Knox, 33
BTA 972 (1936), nonacq. XV-I C.B. 36. As to the treatment of stock of two different companies
as substantially identical, where one corporation was to merge into the other in exchange for stock
of the second, see GCM 39304 (Nov. 5, 1984).
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preferred in the ruling constitutes a contract or option to acquire the common
stock. But note that the statute does not describe the sale and purchase ends of
the wash sale transaction symmetrically; an option or contract to acquire will
serve as a substitute for purchase of substantially identical stock or securities,
but an option or contract to sell or sale of an option contract to purchase, do
not substitute for a section 1091 sale.' Characterizing convertible preferred
which is not substantially identical to common stock as an option or contract to
acquire thus invokes section 1091 if Charles moves from the common to the
preferred, but not the other way around.
Finally, the thirty day period itself deserves reevaluation. The period measures
the extent of the interruption in the risks and rewards of holding the investment.
The period should be long enough to assure a termination of the investment
continuity that would justify tax recognition of loss. The Code uses many different
holding periods to measure investment continuity. 9 Perhaps the closest in concept, section 246(c), addresses a similar problem, whether a corporation held
stock long enough to justify a dividends received deduction. Imposition of a
holding period there seeks to obviate a tax arbitrage practice by corporations of
purchasing publicly held stock just before the ex-dividend date and selling the
stock shortly afterward; the investor corporation hopes for little or no financial
change but for tax purposes seeks to create a short term capital loss offset by
only partially taxed dividend income. The durational requirement injects an
investment risk as the prerequisite for the dividends received deduction. In 1984
the Code increased this durational requirement to forty-five days for common
stock and ninety days for preferred stock. At the same time, the Code imposed
a like requirement for the deductibility of in lieu-of-dividend payments by short
sellers. 9 2 Extension of the wash sale period to forty-five days deserves consideration.
Some scope for disallowance of loss may exist outside the section 1091 framework, based on a "common law" of realization that the taxpayer must give up
the substance of an investment before he may recognize loss. 93 In Schoenberg
v. Commissioner9 4 the Eighth Circuit affirmed disallowance of a loss where the
taxpayer sold stock at less than basis, caused a wholly owned corporation to
purchase like shares and, more than thirty days later, caused the corporation to
distribute the shares. 95 In Frederick R. Hanes96 taxpayer followed purchase of
9°Cf. Rev. Rul. 85-87, 1985-1 C.B. 268 (which treats sale of an in-the-money put option (a put
option whose strike price exceeds the market price of the stock) as the functional equivalent of
purchase of a call option).
9
Thus, the long term capital gain and loss period has fluctuated in recent years between six months
and one year. The OlD rules treat "short term" obligations as six months duration for purposes of
section
1278(a)(1)(B)(i) or as one year for section 1283(a)(l)(A).
92
1.R.C. § 263(h).
93
See also Regulations § section 1.1001-1(a), which refers to conversion of property into cash or
exchange of property for other property differing materially in kind or extent as giving rise to realized
gain or loss.
9477 F.2d 446 (8th Cir. 1935), affg 30 B.T.A. 659 (1934).
95
Section 267 had not entered the tax law at the time of the transaction.
95 T.C. 250 (1945).
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a seat on a commodities exchange with
Although the seat was not a stock or
fell outside the predecessor of section
The extent of these principles remains
noted but not applied them.98

sale at a loss of a previously owned seat.
security and the transaction accordingly
1091, the tax court disallowed the loss.
uncertain. 97 Recent tax court cases have

IV. ADDITIONAL CONSIDERATIONS
A. Opposite Positions Held Through Related Parties-Recognitionof Loss
An investor who formally closes out an investment position in stocks or
securities nevertheless may continue to maintain a financial interest in them
through the beneficial ownership by a related party. 99 The related party may be
a human being or a trust, corporation, or other artificial entity in which the
investor has a beneficial interest. The tax law generally treats different parties
as separate taxable entities even if related to each other. Thus, if an investor
sells shares of stock and her wholly owned corporation buys equivalent stock,
unless some special provision of the tax law applies, the two transactions are
treated as independent. Similarly, through a related party's offsetting transaction,
an investor may terminate the financial risk of an investment while continuing
to hold the investment position, as by causing the investor's spouse rather than
the investor to sell short. The investor's formal activities thus may diverge from
the combined investment position of the investor and the related party considered
together.
Insofar as current law tolerates the acquisition by a single investor of opposite
investment positions without recognition of gain or loss, it has limited need to
modify this result. Rules that look to the substance of financial activity, however,
must consider related party transactions as a simple route for evasion of the tax
consequences of financial transactions. Some attribution rules already exist.
Section 1233 explicitly takes account of related party transactions, but only to
a limited degree. The short sale rule affecting the character of gain or loss
includes the investor's spouse as well as the investor 0 0 but makes no other
specific attribution. The wash sale rule does not make even this limited spousal
attribution.'' Section 1092, on the other hand, treats a spouse or a corporation
in the same consolidated return as a related party.' 0 2 In addition, it treats an
97
See
9

also Fender v. United States, 577 F.2d 934 (5th Cir. 1978).
See Cottage Savings Assn., 90 T.C. 372, 392-94 (1988) (losses on swap of loan pools), rev'd,
890 F.2d 848 (6th Cir. 1989) cert granted; Ganter v. Commissioner, 91 T.C. 713 (1988) (losses
on wash sale of call options; Commissioner said to have waived this argument).
99
1f the original investor continues to retain beneficial ownership, as through an agency relationship,

the tax law does not deem the investment position to have been closed out.
'°I.R.C. § 1233(e)(2)(C). The consolidated return regulations do not address this question.

sl1t may catch a taxpayer dealing in the same stock or securities in different capacities. Rev. Rul.
74-4, 1974-1 C.B. 51 (mutual life insurance company sold stock from its general assets account
and2bought substantially identical stock in segregated asset accounts).

101.R.C. § 1092(d)(4)(B).
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investor as holding an investment position owned by a partnership or another
03
pass through entity if the investor would include gain or loss on the position.
Example 9. Ruth Relative purchased 100 shares of Hihopes Corporation common stock on each of three dates in the same year at the indicated prices:
Date

Price

Shares

Total Cost

February I

$30

100

$3,000

March I

$37

100

$3,700

April I
$50
100
$5,000
On April 15 of the following year, when the price is 23, Ruth sells 200 shares.
On the following day, when the stock trades at the same price, Ruth's husband,
Randall, buys 100 shares of Hihopes and the Relative Family Trust, of which
Ruth's children are the income beneficiaries, buys 100 shares.
Assuming Ruth has designated the last two batches as the shares sold, she
would seek to deduct a loss on the 200 shares of $4,100. The tax law would
disallow the claimed loss if it deemed Ruth to own the stock purchased by
Randall or by the Trust, thereby bringing section 1091 into direct applicability.
This would be the case if under state law Ruth owns all or some of the stock
purchased by Randall or, under the grantor trust rules," ° Ruth is treated for tax
purposes as the owner of the 100 shares purchased by the Relative Family
Trust. 10 5 Assuming, however, that state law treats the property of Ruth and
Randall as separate and that Ruth would not be deemed the owner of the trust
property, then in the absence of any explicit attribution rule in section 1091 other
principles would be needed to disallow the deduction.
Code section 267(a)(1) has long provided a general loss disallowance rule for
sales or exchanges of property "directly or indirectly, between" related parties
as defined in section 267(b). In the celebrated McWilliams case,' 0 6 the Supreme
Court read this language to apply to sales on the New York Stock Exchange by
one spouse coordinated with contemporaneous purchases in the market of the
same class of stock by the other spouse even where the spouses did not sell and
buy the same batch of stock. The Court treated the coordinated activity in fungible
securities as a sale "indirectly between" the parties so as to disallow the loss.
Though each spouse underwent a change in investment position, the family unit
did not.
While McWilliams introduced a healthy dose of financial substance to the
related party question, its scope remains unclear. 107 How long an interval, for
example, may elapse before the transaction passes the section 267 "between"
103I.R.C. § 1092(d)(4)(C).
I4I.R.C. §§ 671-678.

5
1f fewer than 200 shares match the shares sold, the loss attributable to the earlier (March 1)
batch would suffer disallowance first. Regs. § 1.1091-1(b).
"°McWilliams v. Commissioner, 331 U.S. 694 (1947).
07
10ne case applied it to over the counter trades as well as New York Stock Exchange trades. See
Shethar v. Commissioner, 28 T.C. 1222 (1957). A second case applied it to forced sales. Merritt

v.Commissioner, 400 F.2d 417 (5th Cir. 1968); see also Cooney v. Commissioner, I T.C.M. (CCH)
55 (1968).
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test? Presumably the wash sale period, thirty days, should establish an outer
bound since even an individual acting alone could buy and sell after thirty-one
days and recognize loss. In Example 9, should it matter whether Randall's
purchase was entirely independent of Ruth's decision to sell or whether they
coordinated the sale and purchase activities? Further, section 267 limits related
parties to those stated in subsection (b). In example 9, both the purchases fall
with the attribution rules. 1 °8 While a court might find a nonstatutory ground on
which to disallow loss on a transaction whose effect is the use of other related
parties to continue the taxpayer's investment position, the specification of relatedness in the statute imposes limits. 109 In Joseph E. Widener,"' two trusts,
with different grantors but the same beneficiary, coordinated their investment
activity so that one sold loss stock and the other purchased the same stock. None
of the trust provisions in sections 267(b)(4)-(8) applied. The tax court allowed
the loss.' Amendment of the statute to disallow the loss in such cases seems
warranted.
Assuming section 267 operates adequately to supplement section 1091 for loss
disallowance, should similar rules apply to gain recognition? Suppose for instance
that the change suggested earlier, recognition of gain when an investor acquires
opposite investment positions, were implemented. Investors could evade the rule
with ease if spouses or other related entities could act of their behalf. Some
related party rules then would be justified.
Where parties elect to treat themselves for tax purposes as a single taxpayer,
as in the cases of married couples filing joint returns" 2 and corporations filing
consolidated returns,"13 the tax recognition rules should do likewise. In these
cases the parties almost certainly will share a common economic interest in the
combined investment position; the investment decisions likely will reflect coordinated activity and all the information necessary for reporting will be available.
A more difficult question concerns application of the rules when related parties
that could file jointly elect to file separately. The high degree of common economic interest and the desirability of avoiding incentives for separate tax filing
argue in favor of treating husband and wife or affiliated corporations as one,
even if they elect to file separate tax returns. On the other hand, in at least some
of the spousal separate filing situations the assumptions of common control over
the investment and full availability of the information needed to report properly
on the investment transactions will not hold true.
'Randall and Ruth are related under section 267(c)(4) and (b)(1). Ruth's children own the trust's
shares under section 267(c)(1) and Ruth and her children are related under (c)(4).
"See Boehm v. Commissioner, 255 F.2d 684 (2d Cir. 1958); see also Commissioner v. Fender
Sales, Inc., 338 F.2d 924 (9th Cir. 1964).
11080 T.C. 304 (1983), acq. 1984-2 C.B. 2.
...
The court rejected common law disallowance perhaps because of the beneficiary's passivity
here. Compare Fender v. United States, 577 F.2d 934 (5th Cir. 1978).
" 231.R.C. § 6013(a).
11 1.R.C. § 1501. For corporations under common control, section 267(") defers recognition
of
loss until the property passes outside the group and recognition under consolidated return principles
would occur.
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B. Similarity of Investments
A more general problem arises in a deferral system that corrects for holding
fungible and mirror investments. Investors may achieve almost the same financial
result, but with alternative tax treatment, if they acquire positions almost but
not exactly alike. The financial markets can offer a great variety of hedging
techniques to reduce risk without completely eliminating it.
Existing Code provisions as applied already make some departures from perfect
identity. The "substantially identical" standard of sections 1233 and 1091 extends, under a published ruling, to treat convertible preferred stock and the
common stock ifito which it is convertible, as meeting the substantial identity
requirement where the market price of the former tracks the latter. 1 4 Similarly,
investment in a put option by an investor who owns stock does not completely
offset the investment in the stock: if the price of the stock remains stable, the
option will expire and the investment in the stock will continue. Nevertheless,
the two positions do offset one another for significant price movements in the
stock. Section 1233 has long treated the acquisition of the put as a short sale
for purposes of the short term capital gain rule: acquisition of the put terminates
the holding period of the stock if held short term at the time of the acquisition.
The loss deferral rules of section 1092 extend much further, reaching any position
that diminishes the risk of an investment. As noted earlier, different standards
may be appropriate for rules that recognize gain and for those that prevent
premature recognition of loss.
The problem of definition reflects the conflict between maintenance of a
deferral system that conforms to the investor's financial experience and avoidance
of rules so complex as to become effectively unenforceable. The problem simply
disappears in an accrual system that takes annual account of all realized and
unrealized profits. A deferral system, on the other hand, could correct for partial
reduction of risk and reward through partial recognition, which calibrates the
amount of gain or loss taken into account by the amount of financial change in
the investment. This seems unduly cumbersome. The historic approach of the
Code, a set of rules to determine on an all-or-nothing basis whether or not an
investment has been offset, requires arbitrary line drawing. The definitional
questions over what investments are substantially identical for wash sale and
short sale purposes reflect this line drawing problem, as does the broader standard
for an offsetting position under the straddle rules. As these examples suggest,
the function of the limitation will help determine where the line is drawn.
V. SUMMARY AND A PROPOSAL
The tax treatment of purchases and sales of identical financial assets consists
of a blend of rules that treat each investment position separately, and thus allow
great taxpayer latitude in determining the recognition of gain and loss, with other
" 4See Example 8, supra.
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rules that seek to reflect the financial substance of the transactions. The result
allows some investors to defer recognition of gain beyond the point of termination
of investment risks and rewards and to recognize loss without termination of
investment risk.
The Code could correct these results in radical fashion, either by removing
capital transactions altogether from the income tax or by subjecting them to an
accrual tax system that takes account of gains and losses periodically, with no
recognition event required. Without adopting either of these positions, the statute
could reduce the voluntary elements in tax recognition by making the following
changes applicable to substantially identical financial assets:
a. Eliminate the Pick-and-Choose rule and substitute a LIFO rule to determine
the order of disposition of substantially identical assets.
b. Treat short sales and other negative positions as investments, with a basis
and a holding period.
c. If the taxpayer owns a positive position in an investment, treat the acquisition
of a negative position as a disposition. Similarly, if the taxpayer owns a
negative position, treat the acquisition of a positive position as a disposition.
d. Alter the wash sale rules to apply the LIFO perspective that matches recognition events in reverse chronological order. Enlarge the wash period from
thirty to forty-five days. Consider whether nonrecognition should extend to
gain as well as loss.
e. Treat husband and wife filing joint returns and corporate members of a
consolidated return as one person. Consider whether to apply other rules
under section 267 to trigger gain as well as disallow loss.
These changes would reduce the present divergence between tax rules and
investment experience. Disposition of positions in investments would follow a
prescribed order and would avoid the present elective quality in recognition of
gain. Short sales would be accorded treatment as property investments. A short
sale against the box would result in a disposition of the underlying asset and
current recognition of gain or loss. Wash sale rules would recognize the gain or
loss that matches the cash flow on the wash transaction itself. The wash sale
durational requirement would conform to other similar Code requirements. All
of these changes seem appropriate measures to conform the existing tax treatment
of stock and securities investments to their financial effects.
The recommended changes would not make the tax law or the affected transactions significantly more complicated than at present. The rules offered for
consideration, on the other hand, do present a trade off between additional tax
complexity and desirable tax objectives and might not pass muster for that reason.
These proposed changes would not eliminate all opportunity for investors to
obtain tax benefits through multiple positions. They might continue do so through
investment vehicles that are not substantially identical. For analytic purposes,
this discussion has focused on investment units exactly identical or opposite to
one another. The proposed tax rules affecting such investments might lead investors to seek near rather than exact comparability in order to avoid the rules and
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obtain approximately equivalent nontax financial treatment. Variation from exact
comparability will need to be considered.
Nevertheless, the search for the ideal should not foreclose changes for the
better. The proposals suggested would move the Code's recognition rules to
closer conformity with investment realities.
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